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Abstract. Few models currently exist for the determination of political risk that are 
explicit in their underlying assumptions or in the methodology used in arriving at a 
risk assessment. The majority of current models are based on expert opinion with few, 
if any, linkages established explaining cause and effect. The remainder of current 
models are based on various social, political, and economic indicators. These multi- 
variate models essentially measure a country's political instability on the macro 
level without assessment of the impacts of the measured instability to the firm on the 
micro level. In this research the Analytical Hierarchy Process has been incorporated 
to capture the best attributes of these two methods of political risk assessment in an 
easily used expert system. This system is based on a hierarchy derived from extensive 
research of political risk assessment techniques and results of empirical investiga- 
tions into the causes of politically motivated expropriations. This basis hierarchy 
has been merged with the expert opinion of several experts on Latin America yielding 
a practical model useful for risk assessments with these countries. 
Keywords. Analytic Heirarchy Process; Risk Assessment; Foreign Direct Investment. 
INTRODUCTION 
The level of foreign direct investment (FDI), on 
a global basis, has grown substantially since 
World War II. This rapid economic expansion has 
caused many host governments to seek and gain a 
greater degree of sovereign control over their 
economies, often through forced divestment (FD). 
The frequency of forced divestment has increased 
over time from ten or fewer takings per year in 
the early 1960's to very high levels in the 1970's 
-- an average of fifty-three taking per year since 
1970. Multinational corporations (MNCS) have an 
estimated $370 billion in FDI with about $68 
billion of this total in developing nations. This 
substantial amount of capital is at risk in envi- 
ronments in which the MNCs have little control. 
Political analysts have examined many mathematical 
and nonmathematical models in the largely unsuc- 
cessful search for a reliable and consistent tool 
to assist political risk decision-makers. Today's 
mathematical models, which use multivariate meth- 
ods, are generally rigid and inflexible, and are 
not easily adapted to changes in the risky envi- 
ronment. The currently more popular nonmathemati- 
cal models, however, use a panel of experts to 
evaluate a chosen set of survey questions and then 
either derive a Delphi consensus or use some other 
means to systematically aggregate the panelists' 
opinions. This method, although simple to use, 
is subjective in the selection and consideration 
of political risk factors and in the forming of 
the consensus. 
The theory of analytical hierarchies is concerned 
with decomposing a complex problem into a hier- 
archy, each of whose levels consists of clusters 
(a few at a time) and each cluster is decomposed 
into subclusters represented at the lower levels. 
The process continues down to the simplest 
elements of the problem represented at the lowest 
level of the hierarchy. 
Definition of Forced Divestment 
The definition of political risk varies throughout 
the literature. One form of political risk is the 
risk of forced divestment. Following Kobrin 
(1980), forced divestment is defined as follows: 
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First, ownership of assets, where that ownership 
entails foreign direct investment -- in the sense 
of cross-border transfers of equity accompanied 
by some degree of managerial control -- is re- 
quired. Second, the divestment must be involun- 
tary. The transfer of ownership takes place only 
because of (generally public) coercion. Third, 
what is important is deprivation of ownership and 
not deprivation of the benefits of ownership. It 
should be noted that as host countries attempt 
to exert increased control over foreign investors 
through a range of policies (which vary in terms 
of both intent and effect), it becomes difficult 
to determine exactly when "indirect," "de facto," 
"disguised," or "creeping" forced divestment 
actually takes place. 
Political Risk Assessment Problems 
Political risk modelling and forecasting requires 
knowledge in two distinct areas: The environ- 
mental forecast requires knowledge of the polit- 
ical process and country specific expertise, 
while forecasting actual managerial contingencies 
(impacts to the business) requires a thorough 
knowledge of the business - of its technology, 
organizational structure, and the like (Kobrin 
1981). Political risk assessors have difficulty 
attempting to conceptually model the process 
through which political-economic environments 
actually affect projects. Kobrin (1981) cites 
as reasons for this problem lack of historical 
data and difficulties in generalization of each 
project's characteristics. 
Application of the AHP 
The Analytical Hierarchy Process (AHP) modelling 
method was chosen for use in this study based 
upon its strengths in overcoming the inadequacies 
of models currently in use by major international 
corporations. For example, the AHP is quantita- 
tive thus giving it potential for unbiased risk 
evaluations. It provides a quantitative evalua- 
tion of the consistency of the evaluation in 
addition to the evaluation. The AHP allows one 
to bias the estimate with subjective opinion, 
when no quantitative data exists, and can inte- 
grate quantitative data with the subjective 
opinion with relative ease. Correspondingly, 
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where statistically significant evidence does 
exist, it can be used as is, or skewed by expert 
judgment if environmental conditions warrant it. 
The AHP alleviates the necessity for the decision 
maker to assess absolute probability and instead 
uses relative importance weiohtinas which can-be 
more consistently assessed by the-decision maker. 
The AHP facilitates the decomoosition of a deci- 
sion into a hierarchy of micro decisions. The 
hierarchy exposes all the analysts's assumptions 
concerning the linkages between various levels of 
the hierarchy for review and reconsideration. 
AHP Overview 
The Analytical Hierarchy Process (AHP) is a sys- 
tems oriented method for estimating factor 
coefficients of a given social-economic system. 
The approach (Saaty and Vargas. 1979) is based 
on pairwise comparisons among the factors of the 
system ranking them according to their priority 
on a ratio scale. What is obtained corresponds 
closely to what is computed by traditional 
methods, but a major advantage to hierarchical 
measurement is that it does not require extensive 
use of details to capture the significant rela- 
tions among the factors in a given system. 
With the AHP approach, measurement evolves out of 
comparisons, more specifically pairwise compari- 
sons. The scale most desired for the values it 
yields is the ratio scale (invariant under posi- 
tive similarity transformations). Suppose there 
are n objects AI ,...,An whose vector of corre- 
sponding weights w = (wI....wn) is known. The 
matrix of pairwise comparisons of the weights 
can be formed such 
A1 . . . An 
Al r 1 Wlh . ..wl/wn 
A =A; [wn;q.. ..,jwn j (1) 
We can recover the scale of weights wI....wn by 
multiplying A on the right by w, obtaining nw, 
and then solving the eigenvalue problem Aw=nw 
which is a nontrivial solution since n is the 
largest eigenvalue of A (the matirx A has unit 
rank, hence all but one of its eigenvalues XI, 
. . . , X, are zero. 
This is what is termed a reciprocal matrix, that 
is 
aj.i = l/ai,j. (2) 
If judgment is perfect in all comparisons. then 
ai,k = aijaj k for all i.j, and k (3) , 
and the matrix A is called consistent. The obvi- 
ous case of the consistent matrix is one in which 
the comparisons are based on exact measurements. 
that is. the weights wI,....wn are already known. 
Then 
ai.j = Wi/Wj; i,j. = l,....n (4) 
and thus a. .a. 
1.J 1.k 
= Wi/WjWj/Wk = Wf/Wk = ai ,k’ (5) 
It also follows that, 
aj.i w Wj/Wf = l/(Wi/Wj) = l/ai,j. (6) 
It is also noted that with Aw = nw. and with 
column vector w = (wI,...,w,,) the column vector 
w can be recovered knowing only A by solving the 
system (A - n1) w = 0. The matrix A has unit 
rank (since reciprocal matricies are irreducible) 
thus all eigenvalues except one equal zero. and it 
equals X, . = tr(A) = n. thus Aw = 
x max w* fSaatyh4lO). 
The principal eigenvector. i.e., the eigenvector 
associated with the non-zero eigenvalue. can be 
found by taking the limit as m approaches infinity 
of the product of the mth power of A and w , where 
WI = (lT1.l,....l). kx can.be found by ?aking 
t e limit as m approac es infinity of 
(YQ+') / (Ytwm) (7) 
where yt, i.e., transpose, is the vector withonein 
the position that corres 
P 
onds 
highest magnitude in w" 
to the element of 
and zeros in all other 
positions. 
In general we do not know the ratios wi/wj but we 
can estimate them based on the results of observa- 
tions and experimentation. Evaluation of aij 
within a row of the reciprocal matrix provides an 
averaqe value for w. Thus. pertubations in the 
estimate of a.. lead to pertubations in the eigen- 
values of A, aad to obtain the estimate of the 
weights of w we must solve the problem Aw = hax w. 
The pairwise comparison reciprocal matrix is used 
to compare the contributions of the elements in 
each level of the hierarchy to each element in the 
same level and within the same cluster. The prin- 
cipal eigenvector of the reciprocal matrix is com- 
puted and weighted by the property with respect 
to which the comparison is made, that is, the 
element on the next higher level to which the ele- 
ments are connected. The weighted eigenvectors 
can then be added componentwise to obtain an over- 
all weight or priority for contribution of each 
element in the entire hierarchy. 
Consistency in Subjective Evaluation 
Consistency is determined for estimates using the 
measGG of consistency. 
= n. Consistency here 
We can prove that hax 
is defined by the transl- 
tive relation between the entries of A: 
ai,k. In this approach of measurement, inch s t- 
ai ial k' 
tency is admissible provided we can specif its 
effect on the final result. Thus, ( 
k f 
ax-n /(n-l) 
is taken as the consistency index. T e consis- 
tency index of a randomly generated reciprocal 
matrix of size n is called the random index of n. 
The ratio of consistency index to the average 
random index for the same order matrix is called 
the consistency ratio. A consistency ratio of 
0.10 or less is acceptable. A consistency index 
and ratio can be computed for a hierarchy as well. 
One merely uses the consistency indexes for each 
of the decision matricies weighted by each of the 
factors of the next higher level of the hierarchy. 
Political Risk Factors 
Recent research (Kobrin, 1980; Jodice. 1980) in- 
dicates that political risk is more influenced by 
economic factors than by ideology or culture. 
Kobrin (1980) states that, forced divestment is 
not merely a function of ideologically motivated 
nationalism, but is a method used by host govern- 
ments in achieving economic goals and is selective 
in almost all cases. Kobrin's (1980) empirical 
study refutes the assertion that forced divestment 
is simply a manifestation of economic nationalism, 
reflecting national pride, an anti-foreign bias, 
or political opportunism. On the contrary, it is 
more often a means than an end which is generally 
consistent with a view of forced divestment as a 
policy instrument used to attempt to achieve 
national political-economic objectives by in- 
FOPCED DIVESTt4SlTI 165 
creasing control over economic actors. Kobrin's 
(1981) study of forced divestment is a function 
of: region specific; country specific; industry 
specific; firm specific; and project specific 
factors. 
Discussion of Risk Factors 
The following is a sunmmry of all political risk 
factors that this study has incorporated in its 
implementation of the AHP. A discussion of each 
factor's contribution to political risk has not 
been included due to space limitations. The 
objective here is to demonstrate the application 
of the modelling method with accepted factors of 
political risk. 
2.2.2 Social and Micro Economic Indicators. 
Rate of change in: 
2.2.2.1 Radios. (0.55) 
2.2.2.2 Urbanization. (0.26) 
2.2.2.3 Infant Mortality. (0.58) 
2.2.2.4 Cost of Living (inflation). (0.48) 
2.2.2.5 National Income. (0.67) 
2.2.2.6 Primary and Post-primary Education. 
(1.0) 
2.2.2.7 Literacy. (0.034) 
2.2.2.8 Caloric Intake. (0.71) 
FIGURE 1. Risk Hierarchy 
TABLE 1. Political Risk Factors 
1.0 Region Specific Factors. (0.09) 
Geography 
2.0 Country Specific Factors. (0.44) 
2.1 Macro Economics. (0.83) 
2.1.1 Level of FDI. 
2.1.2 Business Expertise. 
2.1.2.1 Technical Ability. (0.64) 
2.1.2.2 Managerial and Administrative 
Ability. (0.26) 
2.1.2.3 Marketing Ability. (0.10) 
2.1.3 Market Development and Economic 
Infrastructure. (0.083) 
2.1.3.1 Entry Control Systems. (0.64) 
2.1.3.2 Development of Distribution 
Channels. (0.26) 
2.1.3.3 Efficiency of Goods and Capital 
Markets. (0.10) 
2.1.4 Balance of Payments. (0.41) 
2.1.4.1 Trade Deficit. (0.75) 
2.1.4.2 Government Deficit. (0.25) 
2.1.5 Economic Structure. (0.26) 
2.2 Political Stability. (0.17) 
2.2.1 Political System. 
2.2.1.1 Type of Political System. (0.45) 
2.2.1.2 Age of Government. (0.45) 
2.2.1.3 Turnover of Government. (0.09) 
3.0 Industry Specific Factors. (0.20) 
3.1 Industrial Sector. (0.32) 
3.2 Relative Dominance of Economy. (0.40) 
3.3 Technology Transfer. (0.09) 
3.4 Performance/Profitability. (0.09) 
3.5 Degree of Competition. (.06) 
4.0 Firm Specific Factors. (0.20) 
4.1 Technology Transfer. (0.20) 
4.2 Ownership Structure. (0.39) 
4.2.1 Organization. 
4.2.2 Equity Participation. 
4.3 Host Relations with Home Country's 
Government. (0.03) 
4.4 Profitability. (0.03) 
4.5 Product Differentiation. (O.lD) 
4.6 Channels of Distribution. (0.09) 
4.7 Product Diversity. (0.05) 
4.8 Economies of Scale. (0.04) 
5.0 Project Specific Factors. (0.07) 
5.1 Public Relations. 
5.2 Impact to Local Environment. 
5.2.1 Monetary. 
5.2.2 Level of Employment of Nationals. 
5.2.3 Pollution. 
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Building the Hierarchy 
The hierarchy was developed by first consulting 
the literature on forced divestment. In addition, 
consultants familiar with Latin American foreign 
direct investments were interviewed to determine 
their opinion on the ranking of hierarchy factors 
on a country by country basis. This process re- 
sulted in the basis hierarchy presented in 
Figure 1. The hierarchy structure was formulated 
with opinion of the author based on the literature 
search, with factor weightings derived from all 
three sources. 
Table 2 reveals the results of the country ranking 
and their relative risk. 
Table 2. Risk Ranking 
Country Relative Score 
Panama 0.70 
Guatemala 0.76 
Colombia 0.80 
Peru 0.85 
Bolivia 0.85 
Venezuela 0.88 
Argentina 0.88 
Mexico 0.93 
Brazil 1.00 
Table 2 represents the basis hierarchy's ranking 
of each country's political risk. The preliminary 
results look intuitively correct. The countries 
appear to be ranked along the parameter of indus- 
trial prowess, the game theoretic framework for 
this study. with the least developed showing the 
lowest risk. Panama, Guatemala. and Colombia, 
generally agrarian states,show the least risk in 
terms of the power or ability to operate a busi- 
ness if the government were to expropriate. 
Guatemala, which has undergone recent upheavals 
in its political stability,scores low in risk due 
to the de-emphasis of this factor. Brazil, a 
major Latin American industrial power, scores 
very high in political risk due to its ability 
to manufacture and market its products. This 
high risk rating could however be tempered with 
an increased importance on political ties to 
Western nations, which, for the purposes of this 
study were equally weighted for all sample 
nations. Brazil's solid relations with western 
trading partners would decrease its FOI risk if 
they had been utilized as a factor in the model. 
Summary and Discussion 
The model constructed in this study was developed 
by using data for the 1965-1975 period. It could 
be developed into a useful forecasting instrument 
by comparing it to data on what actually occurred 
in subsequent years (1976-1985). If necessary, 
its constitute indicators can be adjusted to best 
"fit" the reality of those years. Thus refined, 
this model can be constructed for the 1985-1995 
period and used as the basis for making forecasts 
about subsequent time periods. 
This study illustrates the components approach to 
the measurement of political risk with the devel- 
opment of several components at several levels of 
analysis. A comprehensive estimate of the 
political risk for a particular investment would 
entail assessment and loading of components for 
the region, country, industry, firm, and project 
specific levels of the hierarchy. Such a vast 
research effort might be beyond the needs and 
capabilities of a single corporate investor. 
Depending on the resources of the investor, the 
size of the investment and so forth. the research 
effort might consist of a mixture of qualitative 
and quantitative analyses. 
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